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		Abstract

		The paper builds a simple, micro-founded model of exchange rate management, speculative attacks, and exchange rate determination. The country can pick an ambitious peg in an attempt to signal a strong currency and thereby attract foreign capital or boost future re-election prospects. The peg, however, triggers speculative attacks that the country must withstand for the signal to remain credible. Maintaining the peg is costly to a country with an overvalued currency as it must sell the foreign currency at an unfavorable rate.    

We show that speculative activities can exhibit strategic complementarity or substitutability. We then relate the peg's ambition and the size of the ensuing speculative attack to the market's prior beliefs about the strength of the currency, the ability of foreign speculators to short sell the currency, domestic politics, and the initial debt composition.     

Finally, the model predicts that pegs and features of original sin emerge concurrently. Country hedging is endogenously incomplete as letting the residents hedge is a clear admission that the currency is overvalued by the market and makes any complementary attempt at exchange rate management futile. Similarly, we show that a peg may make domestic borrowers eager to issue short-term liabilities so as to provide foreign investors with an advantageous exit option. Furthermore, the government does not incentivize firms to lengthen the maturity structure even when it wants to because doing so would again be an open admission of a future depreciation. 
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